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that the closing price is as reflective of the fundamental value as possible. The closing price is important because it serves as the Reference Price (RP) for the settlement of financial contracts. Mutual and provident funds' NAV calculations, option expirations, and the entry of stocks into various indexes are generally based on the RP, as are most compensation contracts. Thus exchanges and regulators strive to ensure that the price formation mechanism at the end of the trading day is efficient and manipulation-resistant.
1
While most equity markets around the world are predominantly organized today as a continuous Limit Order Book (LOB), there is no uniformity in their closing mechanisms. Table 1 presents four basic mechanisms for closing the market and calculating the RP: some markets end the trading day with the last trade of the continuous phase, in which case the RP can be calculated as the price of the last trade, Chooses the smaller of: the weighted average of the transaction prices in the last half-hour of trading, and the weighted average of the prices of the prespecified volume at the end of the day a At the NYSE the closing price is set by the specialist who collects market-on-close orders sent him in advance both by the Opening Automatic Report System (OARS), and by floor brokers. The OARS calculates trading volume and imbalances at each available price and the specialist chooses the clearing price that minimizes the market imbalance. The specialists can also post proprietary orders, or in case of price changes that look anomalous with respect to the previous closing price, he can halt trading and publicize information on the imbalance to attract new order flow. Notice that following the merger with Archipelago, NYSE stocks closing prices are also set at the NYSE Arca closing auction. The design of the Arca closing auction differs slightly from the European one as the closing price is set to maximize executable volume and if more than one price achieves this goal, than the system chooses the price that is closest to the previous closing price (http://www.archipelago.com/traders/auction.asp). b There are two differences between the design of the Nasdaq closing cross and the European closing auction: firstly, on the Nasdaq the pre-closing phase overlaps with the continuous auctions, whereas in Europe the pre-auction phase starts when the continuous section finishes; secondly, while the first two principles governing the price formation algorithm are the same as the European ones, the third and last one aims to minimize the distance of the equilibrium closing price with the prevailing best bid-ask midpoint.
